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In the example, basic research expense incurred by a U.S. manu
facturer of heating equipment is considered related to all the man
ufacturer's product categories and, as a result, is allocated in part 
to income from the manufacturer's foreign hotel subsidiary. Critics 
of the Regulation's R&D rules argue that this allocation is unfair. 
In their view, basic research expense generally should not be divid
ed among all product categories. They argue that while basic re
search, by its nature, is less narrowly focused than applied or de
velopmental research, basic research is frequently undertaken spe
cifically in relation to one product or a group of products to the ex
clusion of others. Therefore, basic research expense should general
ly be divisible between one or a few of a taxpayer's product catego
ries rather than all the taxpayer's product categories. Advocates of 
the R&D Regulation respond that it may be possible to allocate 
basic research expense in this manner under the Regulation as 
presently drafted. To do so, a taxpayer must· show that his basic 
research is clearly identified with certain product categories. The 
fact that the basic research may relate to several of the taxpayer's 
product categories should not normally prevent the taxpayer from 
dividing the expense between fewer than all of his product catego
ries since the R&D Regulation permits the aggregation of product 
categories for allocation purposes. 

Complexity 
Critics of the Regulation argue that the R&D Regulation is 

overly complex and lengthy. They state that assembling the data 
necessary to perform the allocation calculations is very time con
suming and difficult. They question whether the additional revenue 
that might be collected under the Regulation is worth the expendi
ture of taxpayers' and the Federal Government's time and money 
in attempting to comply with and administer the Regulation. On 
the other hand, the R&D Regulation applies to few taxpayers. In 
1976, for example, only 6,513 U.S. corporations claimed foreign tax 
credits. Moreover, much of the R&D Regulation's complexity arises 
from various options (such as the optional gross income methods of 

. apportionment) that benefit the taxpayers that choose them. 

G. Sourcing of Royalty and License Payments 

Under the moratorium, U.S.-performed R&D expenses are de
ducted exclusively from U.S.-source income. On the other hand, 
royalty income from foreign affiliates attributable to this R&D is 
allocated exclusively to foreign sources. This mismatch in sourcing 
rules can lead to a double deduction for R&D expense as described 
above. If the moratorium is continued, this double deduction prob
lem can be cured by treating all or part of royalty payments from 
foreign affiliates as U.S.-source income in situations where the 
parent deducts R&D exclusively from U.S.-source income. Of 
course, this approach would reduce the benefit of the moratorium. 
To protect against avoidance (of this approach) by taxpayers who 
did not require a royalty for intangibles, it would require amending 
the rules governing transfers of intangibles (Code sec. 367), as dis
cussed below. 
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H. Tax-free Transfer and use of Intangibles Resulting from R&D 

Some question the policy of tax incentives to encourage multina
tionals to do U.s. R&D when they may use the results of that R&D 
abroad tax-free. R&D produces intangible assets, including patents, 
know-how, and secret processes. U.S. companies may transfer the 
intangibles that their R&D produces to foreign subsidiaries without 
incurring U.S. tax under Code section 367. The foreign subsidiaries 
may generally use those intangibles (created in the United States) 
in active manufacturing for foreign markets without incurring U.S. 
tax. The principle of deferral generally prevents imposition of U.S. 
tax on the income of those foreign subsidiaries until they pay divi
dends to their U.S. parent corporations. 

If a foreign subsidiary of a U.S. corporation manufactures in a 
country whose effective tax rate is lower than the U.S. rate, it will 
have a tax competitive advantage over U.S. companies that operate 
solely in the United States. A U.s. corporation with valuable intan
gible assets arising out of U.S. R&D may have a tax incentive to 
locate its manufacturing plants in low-tax foreign countries rather 
than in the United States. This will depend on whether the invest
ment credit, accelerated depreciation, and other tax preferences 
provided to U.S. manufacturers are as valuable as deferral. In 
some cases, the tax advantage from establishing a new manufactur
ing plant outside the United States in a low-tax country may 
outweigh the economies of scale that arise from expanding an ex
isting U.S. manufacturing plant. 

In addition, if the foreign subsidiary of a U.S. corporation re
ceives valuable intangible assets (the fruits of U.S. R&D) without 
paying for them, it has a competitive advantage over companies 
that operate solely in that foreign country. Those wholly local com
panies must pay for their intangible assets, either by incurring 
R&D expenses or by paying for intangible assets. 

While this ability to transfer intangibles to a foreign subsidiary 
free of U.S, . tax could be an incentive for foreign investment, ex
pansion into foreign markets by U.S. firms may benefit the U.S. 
economy. Proponents of the current rules that allow tax-free trans
fers argue that such expansion leads to increased sales and more· 
rapid growth of U.S. multinational firms, which increases their 
ability to undertake research and reduces their per unit adminis
trative and other fixed costs. All this leads to an increase in profits 
and a consequent increase in investment both in the United States 
and abroad. Moreover, the movement of investment funds overseas 
causes the value of the dollar to decline in foreign ~xchange mar
kets, which tends to encourage U.S. exports. In addition, they 
argue that in many cases, foreign subsidiaries of U.S. firms tend to 
use U.S.-manufactured goods (and components) in their operations. 
Moreover, it is extremely difficult to value intangibles. Therefore, a 
tax on their value upon their transfer to a foreign subsidiary is dif
ficult to calculate. An approach that imposed tax on foreign manu
facturing subsidiaries of U.s. corporations to the extent that their 
income arose from U.S.-produced intangibles would involve evalu
ating the contribution of intangibles to profit, another difficult 
question of valuation. Alternatively, this kind of approach could in
volve formulary attribution of profit to intangible assets. 
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